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N the Tax Review for December, 1945, the relation of 

the balanced budget to the volume of employment and 
production was considered. The conclusion reached there 
was that an adequate approach to the problem of long- 
range economic variations involves a much wider area than 
that of fiscal policy, and that we should not seek to offset 
the mistakes made in one field by juggling and manipula- 
tion in some other field. It was also emphasized that the 
existence of a large budget, requiring the imposition of 
heavy taxes, would be likely to have seriously depressing 
effects upon the incentives to employ workers and to pro- 
duce goods. These effects would naturally be more pro- 
nounced under depression than under boom conditions. 
In proportion as the taxing and spending are lessened, the 
depressing effects are lessened. It is in order now to 
examine further the viewpoint that the maintenance of a 
balanced budget under a considerable variation in economic 
conditions would, in itself, be a depressing influence. 


Ordinary economic logic suggests that budget balance 
would be a wholesome and stimulating influence, particu- 
larly under the prospects which now confront the nation 
regarding the volume of debt and of debt service to be 
carried. The balanced budget would be an assurance against 
further inflationary policies and pressures, and against such 
doubts as might otherwise develop regarding the future 
value of the debt and the currency. It would also be an 
assurance against any large volume of government “made 
work”” and against the threat of extensive government 
competition with private enterprise through the making of 
so-called “investments” or otherwise. 


The principal argument that is advanced against the 
policy of budgetary balance is, that under it purchasing 
power will be insufficient to absorb the product of reason- 
ably full employment. Hence support has developed for 
some sort of government action to assure equalization of 
production and spending. Two lines of such action have 
been advocated. One is deficit operations for the purpose, 
primarily, of supplying the people with more money to 
spend. The other is a program of taxing and borrowing 


1 Second of a series of three articles. 
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aimed at forcing the available income into use. The first 
proposal rests on the hypothesis that the productive process 
will simply not generate enough income with which to 
absorb the goods and services produced. The second pro- 
posal appears to recognize that there is income enough, 
but assumes that some of it will remain idle unless driven 
into the open by government action. 


The popularity of the doctrine that purchasing power 
will be less than the amount required to absorb the goods 
produced, unless supplemented by inflationary deficits, 
must be ascribed to reasons other than economic analysis. 
If we look at the way the economic process works, we 
find that all production involves costs; thai is, goods are 
not and cannot be produced without involving cost pay- 
ments. These payments are made to the workers, to the 
suppliers of materials and machinery, and to those who 
provide the capital. By and large they are an important 
determinant of the value of the goods produced. That part 
of the return to capital which is known as profit is not 
a direct and immediate element of cost, but it is well un- 
derstood that in the long run the value must include a 
return of this sort which is accepted as satisfactory, in 
view of the risks involved, or capital supplies will not be 
forthcoming. Since the costs incurred by producers con- 
stitute income to others, including the compensation of 
the producers or managers themselves, and since the costs 
bulk so large as a determinant of the value created, it 
would appear that the act of production always creates 
income for someone, somewhere. The aggregate of the 
incomes so created should normally tend to equal the 
aggregate value of the goods produced. 


Various reasons have been given in explanation of the 
assumed deficiency in purchasing power. One implication, 
which can be traced at least from Rodbertus, is that pur- 
chasing power is insufficient because the workers do not 
receive, as wages, an amount equal to the full value of 
the goods produced. The full equation of income against 
goods, however, must include not only wages and salaries, 
but all other forms of income. The wage controversy is 
frequently stated in terms which ignore the importance 
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of shareholders and other investors, both as the providers 
of the capital that made the employment of labor possible, 
and as recipients and spenders of a portion of the income 
paid out. It cannot be too often emphasized that this is 
not merely a contrast between rich stockholders and poor 
workers. The Committee on Postwar Tax Policy has shown 
that the proportion of all dividends reported by individuals 
which is reported in the low income brackets has been 
increasing, and that this proportion now constitutes an 
impressive fraction of the total of such dividends.2 


At this point we encounter the second of the hypotheses 
set out above, namely, the total income actually used as 
purchasing power is deficient because of a disposition to 
save rather than consume. It is contended that the pro- 
pensity to save is great enough to involve withholding con- 
siderable income, in the aggregate, from the market. 


According to the Marxian argument, the capitalist ex- 
ploiters squeezed wages down and they neither could 
nor would spend all of the income thus wrongfully with- 
held from the workers. The course of events has exploded 
the labor exploitation theory and the modern version accepts 
as fairly widespread the propensity to save, although those 
in the higher income brackets will naturally have the most 
effective opportunity for exercising this bent. 


The motives for saving are various. An important one 
is the desire to secure a return through investment. But 
investment is spending in another form — for capital 
rather than for consumer goods. Both forms of spending 
lead to income receipts by workers as well as investors. 


Any economically well-developed community will tend 
to establish a certain balance between spending for capital 
goods and spending for consumer goods. An example of 
extreme emphasis upon capital goods has been provided 
by Soviet Russia, where the great dearth of such goods 
led to a policy of heavy concentration upon this type of 
spending, with a corresponding curtailment of spending 
for consumption goods. Germany followed a similar course 
during the years of war preparation, as did the United 
States under the defense and war programs. 


In a free economy, already well equipped with the 
facilities of production, the distribution of total spending 
between these classes will be governed in part by the 
comparative advantage in terms of return and in part by 
the current status of technological improvement. 


With respect to the rate of return, the person who has 
saved a sum out of current income in order to invest has 
a choice between putting his money into the production 
of capital or consumer goods. He may engage in making 
tools, or he may buy tools made by others with a view to 
producing consumer goods. The relative prospects of return, 


? The Committee on Postwar Tax Policy, A Tax Program for a Solvent 
America, Chapter 5, especially pp. 69-73, 


having due regard to the risks, tend to apportion the in- 
vestment flow. In so far as gain is a determining motive in 
saving, the potential saver always has a third option when 
the return from any kind of investment no longer is such 
as to warrant the effort and abstinence involved. This is to 
consume more rather than save. 


A second important motive for saving is future security, 
for one’s self or for one’s dependents. Here the emphasis 
is usually upon safety of principal rather than upon return, 
though the latter consideration is seldom wholly absent. 
The immense amounts of income that flow currently into 
savings deposits, life insurance, home ownership, and 
other forms of accumulation which point toward security, 
indicate widespread, persistent operation of this motive. 


Two things should be noted, however, with respect to 
this process. The first is that the institutions which accept 
these savings are impelled to find an investment placement 
for them in order to earn such rate of return, however 
moderate, as may be paid thereon; and in order, also, 
to cover their own expense of administering such funds. 
The second thing to be noted is that realization of the 
security goal will, at some time, very likely involve the 
expenditure of the funds accumulated. The savings deposit 
will be drawn down when necessary. The dependents of 
an insured person will spend the proceeds of the life in- 
surance policy. This tendency, which is also widespread, 
means that funds withdrawn from current income do not 
remain locked up permanently. There are large with- 
drawals, particularly in the periods when incomes from 
other sources are impaired, that is, when a general de- 
ficiency of purchasing power may be most apparent. 


To this point we have dealt with the general assumption 
that over-saving may become a serious deterrent to the sale 
of current product. In so far as an investment return is 
influential, the decline of this return should operate as a 
brake. To the extent that security is the motive, there is 
a counter-balancing expenditure at some time, on a scale 
which may more than offset, in certain periods, the current 
additions to the security accumulation. 


The effect of the rate of return upon the volume of 
savings is often questioned, in the postulate that despite the 
drying up of investment outlets the savings continue to 
be piled up. This has given rise to various suggestions 
for siphoning off funds which, having been more or less 
automatically accumulated as a matter of habit, must remain 
idle due to the lack of an investment outlet. 


The progressive income tax is sometimes justified on 
this basis, among others. The difficulty is in the inability 
to exercise a proper discrimination between that portion 
of income which is to remain idle and that portion which, 
though inactive on. tax-reporting day, is actually destined 
for an investment use. It is believed by some that a peri- 
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odic inventory of assets would disclose the degree to 
which hoarding of income exists. Quite apart from the 
administrative difficulties of such a procedure, its results 
would be far from infallible, unless it is to be assumed 
that the pressure of such tax as might be imposed on 
cash balances would be effective in stimulating the owners 
to find a useful outlet at once, or to consume to excess 
in order to escape the tax. 


The rate at which saved funds move into investment 
may properly be quite different from the rate at which 
saving occurs. The latter normally proceeds with fair 
regularity, since the bulk of income moves into the hands 
of its recipients as a more or less steady flow. Investment is 
likely to occur by spurts, both because of the need of 
accumulating an amount sufficient for the intended invest- 
ment purpose, and also because of the variations of invest- 
ment opportunity arising from technological improvement. 
Possession of a cash balance at the year-end would be 
no clear indication that it was to be permanently hoarded. 


With respect to technical improvements, economists have 
long been aware that economic progress is not necessarily 
a smooth advance at some regular rate per year. Inveations 
and discoveries of practical economic significance do not 
occur according to a pre-designed time-table. As each 
appears, there is created a great demand for new capital 
investment, but this demand does not remain at the flood 
in the interim between one epoch-making development 
and the next. However, it was never sensible or realistic 
to assume that all outlet for new capital investment dis- 
appeared during these intervals, and far less so to assert 
that our economy had sufficiently matured to warrant no 
further great expectations. At the very time when gloomy 
forecasts of this nature were being made so freely, the 
physicists and mathematicians were approaching a practical 
solution of the problem of atomic fission, the bare pros- 
pect of which, in its applications to peacetime economic 
activity and the amount of capital investment required, 
staggers the imagination. 


Nevertheless, technological advance is sometimes cited 
as a cause of a deficiency of purchasing power, since it 
results in a greater output per man-hour of labor. Because 
of this changed relationship, the supply of goods is as- 
sumed to increase faster than the total of wage payments. 
In so far as this line of argument is accepted, it evidently 
ignores the fact that every improvement in technology 
requires additional capital investment. Where the innova- 
tion has far-reaching consequences, the volume of addi- 
tional capital needed becomes enormous. The payments to 
secure the use of this capital must be reckoned with in 
balancing up the account between purchasing power and 
goods. Moreover, the history of technological advance 
shows that the over-all opportunities for labor as well as 
for investment have been expanded rather than diminished 


THE TAX REVIEW 
SALA TR TS ETI 0 SN TEE LS IS aE IT aE I ET ETE ETS TI I I LENE ETE EEE TIE IED IEE BC AREOLA ERE ILEE ICID BERG TE tebe? sar Sai AMES 


3 





by reason of the.advance. The diffusion of the benefits 
spreads outward in. ever-widening circles. Goods that once 
were scarce and high, available as luxuries only to the 
few, become part of the accepted list of comforts, or even 
of necessaries, for the many. The temporary, and usually 
short-lived displacement of workers by an improved proc- 
ess has long been recognized and catalogued as ‘‘tech- 
nological unemployment’’. That the shrinkage in purchas- 
ing power occasioned by this condition is transient is 
demonstrated by the steady growth of both the labor 
force and the volume of wage payments as accompani- 
ments of the introduction of one great mechanical improve- 
ment after another. 


It may be noted that the introduction of improvements 
in machinery and in industrial processes is likely to pro- 
ceed at a more rapid rate when there is freedom to write 
off the cost according to the dictates of managerial judg- 
ment than when the tax law and the regulations insist upon 
depreciation schedules adjusted to the maximum useful life 
of the depreciable equipment. The latter policy tends to 
prevent industry from keeping pace with the known im- 
provements, and thus probably tends to lessen the in- 
tensity of the search for further improvements. While the 
tax law cannot prevent management from establishing, 
for company purposes, a greater depreciation rate than 
would be accepted by the Treasury for tax purposes, the 
penalty on such a policy under a substantial rate of cor- 
poration income tax would go far to neutralize the bene- 
fits sought from the acceleration. It requires no argument 
to demonstrate that restrictions on depreciation practice 
deter the introduction of improvements and hence prevent 
prompt realization of possible cost and price reductions 
To the extent that these results are produced, production 
volume and employment opportunities are restricted and 
the revenue purpose is also defeated. 


Is there, then, any serious danger that over-saving will 
persist until it attains proportions which would aggravate 
unemployment by causing a grave deficiency in purchasing 
power? In this writer's opinion the answer should be 
in the negative, for two reasons. The first is the self-cor- 
rective influence of the gain motive upon accumulation, 
together with the ultimate expenditure of the funds saved 
for security purposes. The second is the lack of evidence 
that the nation has reached the limits of investment ex- 
pansion. Particular industries or firms may approach the 
limit of further profitable growth, since the market for 
any given article can become saturated. This would not 
be true of all goods, however, because of the indefinite 
expansibility of human wants. Variation of the methods 
or the direction of production, leading to new or improved 
products is always available where there are ingenuity and 
capital for the development. These steps always lead to a 
new market. The’ impressive fact in the record of our in- 
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dustrial expansion is that the buying power for the new 
market is always there. The process of creating the new 
goods creates, also, the income with which to buy them. 


It is not to be inferred, however, that consumer buying 
is always automatic, any more than it is to be assumed 
that saving is always automatic. Consumers buy selectively 
and the price, under normal conditions, is an important 
factor in their decisions. The first condition of selling is 
to have something for sale which consumers want. To 
the other causes of unemployment should be added that 
of “missing the boat”. When labor and capital have been 
applied to making something for which there is no market, 
such as last year’s hats for ladies, unemployment is likely 
to emerge rather quickly for the workers involved in the 
ill-fated enterprise. But when a firm closes because its 
product cannot be sold, the owners of the capital also lose 
unless they have sufficient ingenuity to. develop some other 
line that can be made with the equipment in hand. In 
such a case the unemployment is likely to be short. 


The principal impediment to sales is the price. Tech- 
nically defined, price is value expressed in terms of money. 
Where there is an impression of insufficient purchasing 
power, it is caused by the disparity between price and 
available money to spend. The failure of consumers as 
a whole to clear the market of the goods and services 
produced may be quite as much the result of the prices 
asked as of too little money in the hands of consumers. 


Abnormal or excessive prices may result from monopo- 
{istic control or from some extraordinary rigidity of costs 
under competition. The problems of monopoly and near 
monopoly are outside the scope of the present discussion. 
It is sufficient to say, with regard to such practices, that 
they are inimical to the free and effective operation of the 
private enterprise system. To this should be added the 
observation that bigness alone is no necessary indication 
of monopoly and that an approach predicated on the 
identity of mere size with monopoly would lead in many 
cases to a whittling down of productive efficiency as well 
as of supposed monopolistic practices. 


A popular but fallacious remedy for the suffocation 
symptoms so often diagnosed as purchasing power defi- 
ciency is to provide the people with more money to spend. 
The remedy is popular because one does not have to work, 
or work as hard, for the income received in doing “made 
work”, or useless work like digging and filling holes, as 
one does to earn income in competitive industry. The 
temedy is fallacious because prices are capable of rising 
faster than the amount of the money hand-out and they 
usually do so under this sort of inflationary stimulus. 


A far more effective remedy for the symptoms referred 
to is production at lower cost. This course not only re- 
lieves the sensation of purchasing power shortage; it also 


assures an improvement in the real standard of living. 
Cost reduction, as the necessary pre-requisite to price re- 
duction, may be achieved in various ways, important among 
which are improvements in technology and wage adjust- 
ments. When technical advance is sufficiently rapid, good 
wages can be and usually are paid without interfering 
with the decline in unit costs. Wage demands can be 
pushed to an extent, however, which would prohibit the 
producer from sharing the benefits of greater efficiency 
with the consumers through price reductions. 


The maintenance of a demand sufficient to absorb the 
output of an economic system that is operating at a satis- 
factory employment level is, therefore, fully as much a 
problem of keeping down costs and prices as it is one 
of providing the people with more money for spending. 
The productive process itself generates income, and as the 
fruits of greater efficiency are passed along through price 
reductions the people will have an ample amount of buy- 
ing power to absorb all products having want-satisfying 
qualities. Progress in this direction is the surest way to 
elevate the real standard of living. 


On the other hand, the attempt to solve the problem 
by an artificial increase of purchasing power tends to make 
a bad situation worse. The effort to overcome the price- 
money disparity by creating more money promotes disre- 
gard of costs and prices, while the process contributes to 
the increase of both. It is ordinarily not possible to distrib- 
ute the new money widely enough to enable all con- 
sumers to fare well in the struggle against rising prices, 
and the result is a declining real standard of living for 
those who fail to get a share of the largess. 


So far as is possible in this brief space, we have sought 
to dispose of some of the arguments most commonly 
advanced to justify an unbalanced budget. The conclusion 
to which these arguments lead, in the thinking of those 
who stress them, is that their consequences shoud be offset, 
where necessary, by budgetary manipulation. This conclu- 
sion is rejected here for reasons already stated in the 
December Tax Review, namely, that we get nowhere by 
undertaking to correct the errors of policy or defects of 
practice in non-fiscal fields, by such means. The fiscal 
powers are great enough to produce results which would 
temporarily yield an impression of being remedially ef- 
fective. But their very extent and force are such that they 
inevitably produce, under mismanagement, worse evils than 
those to which they are applied as a corrective, and for 
which no remedy or control exists. 


HARLEY L. Lutz 
Professor of Public Finance 
Princeton University 
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